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GENERAL COMMENTS

On the whole, the Treasury Department's proposed
regulations under Section 864(c) appear to be generally in
accord with the statute and with the comments in the Committee
Reports.

SPECIFIC COMMENTS
Section

1.864- 4(b)

1.

Clarification of Examples 1 and 3 would be

helpful in understanding the rules with
respect to source of income and allocation
thereof within or without the United States.

In Example 1, it should be made clear that

because of the manufacturing activities

in a foreign country income from the trans
action should be considered from sources

partly within and partly without the United
States.

(See I.T. 2869, XIV-1 CB 113)
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In Example 3, with respect to the wine
sales, it should be made clear where

title passage takes place and source of

income realized, since different rules will
apply depending upon this fact.

In addition

it should be emphasized clearly that the

wine transactions are only purchase and
sales and do not include any manufacturing
activities on the part of the taxpayers in

question.

2.
4(c)
1.864-

(5)(ii)

This subdivision deals with determining
whether certain income from stocks or

securities is effectively connected with the

active conduct of a banking, financing, or
similar business in the U.S.

Contrary to the test for a non-banking

business it is immaterial whether the stock

or security is needed in the trade or
business.

The implication is that most

interest, dividend and capital gain income
derived by banking business from stocks and
securities (as defined) and from U.S.

sources

-3-

will not be effectively connected

income.

It would appear that all

foreign banks would like this answer

for capital gains since no. U.S. tax
would result; however, with respect
to dividends and interest it seems

that the effect would be to subject
them to withholding tax at 30% on a

lower treaty rate .

A withholding

tax at even 15% of gross income can
certainly be much more costly than
U.S. tax at 52.8% of "taxable income".
On the other hand, withholding tax
can result in less U.S. tax than the
52.8% rate.

It appears that addi

tional thought must be given to the

problem of determining what income

from stocks and securities is really

"effectively connected" with the
conduct of a banking, financing or
similar business in the U.S.

3.
1.864- 6(b)3(ii)(a)&(b)

The proposed Regulations prescribe
rather drastic rules for determining
country of use, consumption or

disposition of goods or merchandise.

The presumptions given in this para
graph of the proposed Regulations

seem too strong.

In several cases,

in dealings with both related and
unrelated parties, a taxpayer will be
charged with responsibility for deter

mining destination of goods where he
will have little or no means of deter

mining the same.

Also in defining

rules to follow for allocations or

apportionments of sales of fungible

goods, the proposed Regulations seem
to go further than necessary.

4.

1.864-6(c)(1)

Regulation 1.864-6(c) holds that if
non U.S. source income is effectively
connected with a fixed place of business
in the U.S. in accordance with Regulation

1.864-6(b), then such income shall be
considered to be allocable in its

entirety to the U.S. fixed place of

business.

This rule is modified to some

extent in case of sales of goods or
merchandise through a U.S . office but

is not at all modified in connection

-5with rental or royalty income from

intangibles.
Regulation 1.864-6(c) appears to
clearly exceed the applicable Internal

Revenue Code provision (Section
864(c)(5)(C) and the clear intention
of the Foreign Investors Tax Act as

indicated by Senate Report #1707.
Code Section 864(c)(5)(C) states that
"the income, gain or loss which shall

be attributable to an office or other
fixed place of business within the
United States shall be the income,

gain or loss properly allocable
thereto..."

The proposed regulation should be amended

to require that only the properly
allocable portion of non U.S. source
income effectively connected with a U.S.

business should be allocated to the U.S.

This allocation could be based upon

rules similar to those provided in
Section 482 and the source rules of
Section 864.
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5.
1.864-6(c)(3)

In describing special limitations in
the sales of goods or merchandise

through a United States office, the
proposed Regulations state that the

amount of income to be allocated to

the place of business in the United
States shall not exceed the amount

which will be treated as income from

sources within the United States if
the taxpayer had sold the goods or

merchandise in the United States.

The

Regulations then cite Section 863(b)(2)
and Paragraph (b) of Section 1.863-3.

Subparagraph (3) gives three examples
which attempt to explain what is meant
by the preceding statements.

In Example (1), there is given as a
statement of fact a difference in
taxable income under the two circum

stances.

However, there is no expla

nation of the reason for the differences
in amounts, although Sections 863 and

882(c) are cited.

It would be desir

able to enumerate more clearly what
the differences in taxable income are.

-7-

6.
1.864-7(c)

The proposed Regulations in discussing

management activity and the extent
thereof utilizes the concept of managingdirector in describing management
functions of a foreign corporation.

Since this term has special meaning in
certain foreign countries and has no

counterpart in the United States it

would seem good to give some type of

definition of what a managing director
is, or use a term more readily under
stood in the United States.

In addition to the substantive suggestions set forth
above the following typographical errors should be corrected:

1.
-4(
1.864

c)(6)(ii)

The latter part of this subparagraph,

which deals with salary, and other
income of a non-resident alien indi

vidual performing services in the United

States, states that such income

constitutes:

-8’’income which is effectively connected

for the taxable year with the conduct

of a trade or business in the United

States at some individual if he is
engaged in a trade or business in the
•

United States at some time during the

taxable year in which such income is
received.”
It would appear that the underlined
word should read ”by such".

2.
1.864-5(c)(1)

The second sentence of this subparagraph
reads in part:

"Thus, in determining its life insurance

company taxable income from its U.S.
business for purposes of Section 802,
the foreign corporation shall income
all of its items of income from sources

without the United States.... "
It would appear that the underlined word
should be "include".

3.
1.864-7(a)(1)

This subparagraph, which deals with the
purpose for determining whether or not

an office or other fixed place of
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business exists, reads in part:
"has an office or other fixed place of

business in the United States for pur
poses of applying Section 864(c)(4)(B)

and Section 1.864-6 to income, gain,

or loss specified in paragraph (b) of
Section 1.864-5 from sources fice or

other fixed place of business outside

the United States for purposes of
applying.... ”

It would appear that a line has been

omitted between the underlined words.
It should probably read:

"from sources within the United States

or has an office or other.... ”

